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Abstract 

Computer systems that perform all the transaction functions of a traditional stock 
exchange, called “alternative trading systems” (ATSs), now account for about 15% of U.S. 
stock volume and are growing rapidly. Benefits to ATS investors include lower trading costs 
and better information about market conditions. However, traditional exchanges are not just 
trading mechanisms; they are regulators. There are concerns of a “regulatory gap” — the 
ATS may not provide the same level of investor protection and market integrity. In December 
1998, the SEC issued rules for ATSs: they may now choose to register as exchanges or to be 
regulated by a new Regulation ATS. This report presents background information on the 
ATS markets and on the new SEC rules. It will not be updated regularly barring significant 
legislative or marketplace developments. 
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Summary 

Recently, the retired head of a large investment bank reflected on the great 
changes he had seen on Wall Street over his long career. The deregulation of 
commissions and the shift from partnerships to public ownership were key events, but 
the changes brought by electronic technology were “a revolution” that, although still 
in the early stages, “superseded the others infinitely.” 

Perhaps the most visible aspect of this electronic transformation has been the rise 
of Internet trading by small investors. Another change, however, although less 
publicized, may have a much greater impact on the way stocks are traded. This is the 
development of “alternative trading systems” (ATSs), computer systems that match 
buyers and sellers of stocks and execute transactions without the services of 
traditional brokers or exchanges. Benefits to investors of “cutting out the middleman” 
include significantly lower trading costs and better information about market 
conditions and prices. In the long run, competition between ATSs and traditional 
markets may lower the cost of capital for business. 

However, the rise of the ATS raises questions for market oversight. The 
traditional stock exchange is not just a trading mechanism: under U.S. securities law, 
it is also a regulator. Exchanges registered with the Securities and Exchange 
Commission (SEC) are required to make and enforce rules against fraud and 
manipulation, to treat all participants fairly, and to act in the public interest. Up to 
now, ATSs have not been required to register as exchanges — their legal status has 
been as broker/dealers. Accordingly, there have been concerns about possible gaps 
in investor protection, market integrity and stability, and the absence of regulatory 
redress for problems that may arise in ATS trading. 

In December 1998, the SEC adopted rules concerning the regulation of ATSs. 
An ATS now has the choice of whether to register as an exchange or to continue to 
be regulated as a broker/dealer subject to a new Regulation ATS, which subjects an 
ATS to an increasing level of exchange-like regulation as its trading volume rises. 
One of the largest ATSs, Island ECN, has indicated that it will apply for registration 
as an exchange. Many of the largest securities firms, computer companies, and 
financial data providers have announced plans to launch an ATS. 

The House Banking Committee’s Subcommittee on Capital Markets, Securities, 
and Government-Sponsored Enterprises held a hearing on March 25, 1999 on 
technology and the financial markets. Several witnesses addressed ATS-related 
issues. No current legislation is pending, but the subject is an important one for 
congressional and regulatory oversight. 

This report presents background information on the ATS markets and on the 
new SEC rules. It will not be updated regularly barring significant legislative or 
marketplace developments. 
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The computerization of stock trading is not a new phenomenon. Trade 
execution, order handling, transaction processing, record keeping, and price 
dissemination have all become increasingly automated over the past few decades. 
What is new is that the availability of vast amounts of cheap computing power has 
enabled these automated systems to take a leap forward. Instead of merely increasing 
the speed and capacity of existing markets, it is now feasible for privately-owned 
computer systems to replicate all the trading mechanisms that stock markets provide. 
They have become, in the jargon, alternative trading systems. Such systems, which 
match buyers and sellers and execute transactions without the services of traditional 
intermediaries, now account for almost 30% of trading volume in Nasdaq stocks and 
may soon handle significant fractions of New York Stock Exchange volume as well. 

Alternative trading systems (ATSs) 1 can provide improved access to markets and 
information, longer trading hours, and lower brokerage costs. Competition among 
markets is beneficial to both traders and the corporations who use the stock market 
to raise capital. However, the rise of ATSs raises questions for market oversight. 
The traditional stock exchange is not just a trading mechanism; under the Securities 
Exchange Act of 1934, it is also a regulator. Stock exchanges registered with the 
Securities and Exchange Commission (SEC) are required to make and enforce rules 
against fraud and manipulation, to treat all participants fairly, and to act in the public 
interest. 

Up to now, ATSs have not been required to register as exchanges — their legal 
status has been as broker/dealers. Accordingly, there have been concerns about 
possible gaps in investor protection, market integrity and stability, and the absence of 
regulatory redress for problems that may arise in ATS trading. 

In December 1998, the SEC adopted rules concerning the regulation of ATSs. 2 
An ATS now has the choice of whether to register as an exchange or to continue to 
be regulated as a broker/dealer under a new Regulation ATS, which subjects an ATS 
to an rising level of exchange-like regulation as its trading volume rises. One of the 
largest ATSs, Island ECN, has indicated that it will apply for registration as an 



'Other terms used, often interchangeably, are “proprietary trading system” (PTS) and 
“electronic communications network” (ECN). 

2 U.S. Securities and Exchange Commission. Regulation of Exchanges and Alternative 
Trading Systems. (Release No. 34-40760) Federal Register, v. 63, December 22, 1998. 
p. 70844. 
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exchange. 3 Many of the largest securities firms, computer companies, and financial 
data providers have announced plans to launch an ATS. Some observers believe that 
the eventual impact on the stock market will be revolutionary, comparable to May 
Day in 1975, when fixed commissions were abolished. 4 The effects on the market, 
and the implementation of the SEC’s new regulations will be important subjects for 
regulatory and congressional oversight in the years ahead. 



Background 



In the late 1960s, Wall Street was nearly paralyzed by a paperwork crisis. 
Brokerages’ back offices were unable to process the growing volume of trades 
generated by the “go-go” 

market of the time. As Figure 1. Annual Stock Trading Volume, 1970-98 

figure 1 suggests, a whole 
year’s trading then would 
fit in a slow week in 1999. 

The rapid and continuous 
growth in capacity reflects 
massive investments in 
automation. 
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The effect of 
information processing 
technology on the market 
has not been simply to 
make the existing trading 
systems faster and more 
efficient. The stock market 
has been altered in 
fundamental ways by 
several technology- 

dependent innovations, including derivatives markets, program trading and other 
computer-driven investment strategies, and global investing. 



1970 1974 1978 1982 1986 1990 1994 1998 
Source: Securities Industry Assn. 



Similarly, the vast increase in trading volume does not just reflect more (or more 
active) traders. The rise of institutional investors — pension funds, mutual funds, and 
others — has had a transforming effect on Wall Street. When institutional investors 
wished to reallocate their portfolios, the resulting trades were often so large that the 
traditional NYSE auction market, with a specialist post for each stock, surrounded 
by a crowd of brokers and traders, was not always satisfactory. Transaction costs 
were high; in addition to brokerage commissions and specialist fees, institutional 
orders were often too large for the system to handle smoothly. An order would have 



3 Schonfeld, Erick. Why Island Wants to Be an Exchange. Fortune, March 15, 1999. p. 
207-208. 

4 See, e.g., Lux, Hal and Jack Willoughby. May Day II. Institutional Investor, v. 33, 
February 1999. p. 45-56. 



http://wikileaks.org/wiki/CRS-RL30195 



CRS-3 



a “market impact” — the share price would have to rise or fall significantly before 
the entire order could be absorbed. 

Institutional investors had the incentive, the market power, and the financial 
resources to demand or create alternatives to the NYSE floor. One response was the 
emergence of the “upstairs” market. Specialized brokers known as block positioners 
emerged to match institutional buyers and sellers. The transaction would be sent to 
the floor for final execution, but only after buyers and sellers had agreed on a price. 
In some cases, large transactions would never go to the floor at all, but would take 
place directly between the principals: such deals make up what is called the “fourth 
market.” 

The ATS is the product of two factors: (1) the desire of institutional investors 
to cut trade execution costs and avoid the market impact of their trades, and (2) 
advances in data processing and electronic technology. The first ATS to have a 
significant impact on stock trading was Instinet, a system developed in the early 1970s 
and still owned by Reuters. Instinet became a force in the 1980s, as it developed into 
a kind of parallel Nasdaq market. Access to Instinet is restricted to members, who 
are institutional investors and the large securities firms who served as dealers, or 
market-makers, on the public Nasdaq market. Instinet participants enter their buy and 
sell price quotations and execute transactions automatically through the computer 
system. Instinet also offers after hours trading and a market for foreign securities. 

Instinet is the largest ATS, with about 20% of Nasdaq volume. Island ECN, the 
ATS that has applied to the SEC for exchange status, accounts for about 6% of 
Nasdaq volume. The other dozen or so ATSs in operation today have only a bit more 
than 2% of Nasdaq volume, but that could change dramatically. ATSs have the 
potential to attract volume because their transaction costs are very low: Island, for 
instance, charges a flat fee of 0.015 cents per share traded. In addition, strong 
competitors to the existing ATSs are likely to emerge. Over the past year or so, 
announcements of plans for a new ATS have become almost a weekly event, and 
many of these are joint ventures or investments involving the largest firms in the 
securities, computer, and telecommunications industries. At the same time, numerous 
existing exchanges and ATSs, both in the United States and abroad, have announced 
mergers, linkages, and alliances, all seemingly driven by the new competitive 
environment created by technology and market forces. 



Regulatory and Oversight Issues 

The technological revolution that has brought forth the ATS has had obvious 
benefits for the stock market. Access to the market and market data has improved 
greatly. Institutional investors have a greater number of investment and execution 
choices as a result of competition, which has also lowered trading costs and made the 
market more efficient. 5 Electronic linkages among various markets may advance the 



5 Market efficiency increases as trading costs are reduced because investors are more likely to 
react to new information by buying or selling stock — making stock prices more reflective 

(continued...) 




